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I. INTRODUCTION
Fifteen years ago, the explosion of the Internet promised to democratize the capital markets, increasing both access to capital for new companies and access to investments in initial public offerings to retail investors. One innovation born of this opportunity was the online auction initial public offering ("IPO"), an alternative to the traditional bookbuilding method of underwriting IPOs that allocates IPO shares to valued customers of the underwriters, often at a discount to market value. 2 The promised magic of the online IPO, however, was never realized. 3 Though several large investment banks were granted permission to host online IPOs through no-action letters by the Securities and Exchange Commission ("SEC") 4 and many created online auction platforms, only one investment bank, W.R. Hambrecht + Co., commercialized such a platform for public offerings of equity securities.' Moreover, one of the largest IPOs of this millennium, the Google IPO, was characterized as an online auction IPO, 6 but few others have followed in the wake of Google's shaky launch. The roughly twenty auction IPO issuers may have avoided Wall Street underpricing and preferential allocations, but they also forewent Wall Street salesmanship' and analyst research.' With a loss of less than one percent of IPOs to the auction IPO format, the death of the expensive bookbuilding method was much exaggerated. language, however, does not exempt early entrants' efforts; instead, it merely provides a mechanism for future crowdfunding attempts to qualify for an exemption." Even with proposed SEC rules nearing finalizationl 4 the question remains-which types of entrepreneurs and funding models will survive and thrive under a new crowdfunding regime? The statutory provisions of the JOBS Act leave little doubt that crowdfunding will not be easy: disclosure requirements, portal registration, and capital limitations are just a few of the details that may not be substantially alleviated by the SEC in regulations." The most optimistic commentators hope that crowdfunding eases access to capital markets for promising for-profit ventures, creating a new step in the life cycle of a startup: friends and family funding, crowdfunding, angel investing, venture capital ("VC"), and then IPO. On the other hand, critics predict that crowdfunding will go the way of the online auction, an unnecessarily complicated mechanism that stigmatizes those issuers who try to sidestep traditional Wall Street intermediaries.
Even if crowdfunding may not be the optimal path for startups with an ultimate goal of a successful IPO, crowdfunding may be useful for other types of for-profit ventures. Regardless of the future of the SEC regulations, the legal, charitable crowdfunding of donations will be unaffected and will continue to increase in popularity and acceptance. With the growth of charitable crowdfunding, for-profit social entrepreneurship may find equity crowdfunding both appealing and available. For-profit social entrepreneurs may be able to use the crowdfunding vehicle to brand themselves as prosocial, attracting individual and institutional cause investors who may operate outside of traditional capital markets and may look for intangible returns. Just as charitable crowdfunders rebut the conventional wisdom that donors expect tax deductibility, prosocial equity crowdfunders may rebut the conventional wisdom that early equity investors expect high returns or an exit mechanism. This avenue may be an attractive alternative to private equity financing, which may be tempting but may also lead to mission drift and loss of founder control. 16
13. In fact, the mere passage of the Act exempting crowdfunding meeting the new requirements implicitly condemned existing investor crowdfunding. See JOBS Act Implementation: Hearing Before the H. Comm. on Small Bus., 113th Cong. 8 (2013) (statement of James J. Angel, Assoc. Prof., McDonough School of Business, Georgetown University) [hereinafter Angel Testimony] (describing how passage of the Act instantly signaled that crowdfunding was illegal until such time as the SEC adopted proposed rules, which experienced substantial delay).
14. See Crowdfunding, 78 Fed. Reg. 66,428 (proposed Nov. Part II of this Article will briefly describe the allure and origins of internet crowdfunding. Part III will chronicle the history and current state of online auction IPOs. Part IV will provide a background of the legal crowdfunding landscape prior to passage of the JOBS Act, drawing on the scholarship of others who have been drawing the parameters of future investor crowdfunding under the JOBS Act and early glimpses of SEC regulation implementing those crowdfunding provisions. Part V discusses the legal avenues for crowdfunding under the JOBS Act. Part VI will explore theories that investor crowdfunding may fail, either because of regulatory cost, capital structure, or negative signaling to the market. This Part will also discuss how, by liberalizing other private placement safe harbors, Congress may have made crowdfunding less necessary or attractive for some companies. In addition, the predicted failure of equity crowdfunding will be compared to the realized failure of the online auction IPO format. Finally, Part VII will propose that the success of donor charitable crowdfunding and its implications for prosocial enterprises and "low-profit" corporations.
II. CROWDFUNDING AND THE PROMISE OF DISINTERMEDIATION
A. Crowdsourcing and Crowdfunding
Though the SEC did not issue crowdfunding regulations until 2013, crowdfunding by that time had already become a well-known avenue for funding projects ranging from musical recordings, theater performances, theater preservation, dance performances, documentaries, and films to new products, video games, and phone/tablet applications. Crowdfunding is a familiar concept within a larger umbrella of crowdsourcing, which is an open call to the public to provide information or monies for a cause or project. At its most general level, pledge drives for public radio stations 7 and charity telethons" 8 are time-honored examples of crowdsourcing for funds over radio or television, but the advent of global connectivity via the Internet has fueled a revolution for crowdsourcing not just funds, but information and political support. Endeavors such as Wikipedia are ex- amples of crowdsourcing of information." MoveOn.org reinvented political fundraising by using the Internet to mobilize younger voters and their dollars. 20 Change.org crowdsources signatures and attention for internet petitions sent to corporations, politicians, and others.
2 1 Disaster websites asking for donations for groups, such as One Fund Boston, or for particular victims of the Boston Marathon bombing tragedy, are crowdsourcing compensation for tort victims.2 Donations by mobile phone texting have also changed disaster relief.2 DonorsChoose lets potential donors choose among ideas from public school teachers near and far. 24 Small donations from many individuals source the success of these projects. 25 But online platforms do not solely have to be used as a way to minimize transaction costs to solicit donations for traditional causes and charities. Razoo 26 and StartSomeGood 7 are websites that focus on newer or smaller nonprofits and social entrepreneurs, many of which would not be able to raise funds without an internet platform. Soon, website portals such as Kickstarter,1 RocketHub, 2 9 and IndieGoGo 0 emerged to provide (describing successful Change.org petitions by children and other average individuals that caused large corporations to change policies). Causes.com, run by a for-profit corporation, also hosts petitions and allows users to raise money for causes. CAUSES.COM, https://www.causes.com (last visited platforms for individuals and groups to ask the public to fund various types of projects, from artistic to altruistic to technology-related projects. According to statistics updated daily on its website, Kickstarter, the leading crowdfunding platform, has featured 169,845 projects, of which 40.06%, or 68,048, have been successfully funded, as of August 2014.1' Over 6.8 million "backers" have pledged to projects, and over 2 million are repeat backers. 32 In all, the projects have attracted 17,166,433 pledges since 2009.33 Over all platforms, an estimated $3 billion was crowdfunded in 2012.3
See Eric Goldman, Wikipedia's Labor Squeeze and its
B. Disintermediation by the Crowd
Crowdfunding has the potential to disrupt early stage equity investing in the same way that auction IPOs promised to subvert the bookbuilding paradigm. In traditional IPOs, underwriters have significant control over pricing, allocation, and underwriting fees. The auction IPO attempted to reduce costs and democratize the distribution to retail investors. Likewise, the angel investing industry and venture capital industry have their own inherent biases. Early round investing depends greatly on networks and geography;" almost all startup companies with VC funding were founded by men and led by men. 6 Crowdfunding can eliminate these biases and democratize both the investing side, allowing retail investors to participate in early stage investing, and also the entrepreneur side, giving access to capital to a wider range of founders." Just as auc- tion IPOs were an alternative to pricey investment banks, crowdfunding could be an alternative to angel investing and venture capital investing that can cost founders managerial control. Before focusing attention on the regulatory concerns related to crowdfunding, a brief history of the online auction IPO may be instructive.
III. THE BIRTH AND DEATH OF THE ONLINE IPO
A. The Bookbuilding IPO
Corporations (and other types of for-profit entities) seeking equity capital beyond the capital of existing shareholders have few options for legal capital-raising. Selling equity (and debt) securities is highly regulated by the SEC, and the Securities Act provides a costly and complicated structure for selling securities to the public. SEC regulations provide various avenues for privately placing securities with investors in nonpublic offerings, but there is only one pathway to harness the capital-raising potential of an initial public offering: share registration under the Securities Act. IPOs raise capital for the issuer and create liquidity for early shareholders, but they also entail a lengthy and expensive registration process and lock in the issuer to mandatory periodic disclosures with the SEC. 38 The registration process also submits the issuer to the antifraud provisions of the Securities Act and the Securities Exchange Act of 1934 (the "Exchange Act").
Another aspect of the IPO process that increases the cost of capital raising is the distribution method employed by the underwriters of the offering. In the United States, the near-exclusive method of distributing shares in an IPO is the bookbuilding method. In this method, the underwriter seeks indications of interest from large, institutional investors and other wealthy investors concerning the number of shares that an investor might purchase at certain prices. This information gathering happens during the registration waiting period, often at road shows or at individual face-to-face meetings. Though regulations limit the distribution of written information that issuers may provide investors during the registration process, oral communications are unregulated, giving increased information to investors with personal access to the issuer or underwriters. As the registration of the shares becomes effective, the underwriter allocates IPO shares to institutional investors, regular individual customers, persons on the issuer's "friends and family list," and other individuals at the discretion of the underwriter.
3 9 Through this bookbuilding process, the vast majority of the original IPO shares will be distributed to known investors through the underwriters. 40 Retail investors, then, purchase the shares that these recipients sell in the first few hours of the IPO and the small number of shares that were not allocated. 4 1
In "hot" IPO markets, underwriters may have an incentive to "underprice" IPO shares, knowing that allocating underpriced shares to its customers has the effect of giving investors prepackaged profit.
42 IPO recipients can then sell these underpriced shares at market prices on the first day, pocketing the difference. ) ("For these services, eBay has paid Goldman Sachs over $8 million. During this same time period, Goldman Sachs 'rewarded' the individual defendants by allocating to them thousands of IPO shares, managed by Goldman Sachs, at the initial offering price. Because the IPO market during this particular period of time was extremely active, prices of initial stock offerings often doubled or tripled in a single day. Investors who were well connected, either to Goldman Sachs or to similarly situated investment banks serving as IPO underwriters, were able to flip these investments into instant profit by selling the equities in a few days or even in a few hours after they were initially purchased.").
44. See id. The eBay case interestingly involved shareholders alleging a breach of fiduciary duty against officers of a Goldman Sachs client that accepted IPO shares that were instantly profitable because the profit belonged to the corporation. Id. Other lawsuits attempting to litigate underwriter allocations were largely unsuccessful, though one class action lawsuit alleging series of various IPO abuses was defended vigorously for a decade before settling. In the last hot IPO market in the late 1990s, underpricing happened frequently" and spurred a sentiment that issuers were leaving large amounts of capital on the table that was enriching intermediaries, 5 2 but not issuers' coffers." One way to avoid underpricing would be to. avoid the bookbuilding process by creating an online auction.
B. The Birth of the Online IPO Auction
If the primary justifications of IPO underpricing are information discovery and an effective distribution, then technology promised a cheaper solution than the bookbuilding process. An online IPO auction, used in other countries to some success, 5 4 seemed like a revolution for the retail investor. In the purest form of online auction, the underwriter has little to no discretion in determining either the price of the IPO shares or the recipients of the distribution. The resulting offering price is the highest price at which all shares are sold, reflecting full demand for the IPO shares. Once the initial shares are sold, then secondary trading takes place on an exchange, such as the New York Stock Exchange ("NYSE") or the NASDAQ. Because the auction captured the highest price at which bidders offered to purchase the shares, the share price should not rise appreciably in the first few days. The result should be that issuers raise more capital in an online auction IPO than in a bookbuilding IPO. Assuming average underpricing of eighteen percent, 5 theoretically an online auction IPO should yield an issuer $100 million for the same offering in which a bookbuilding IPO would generate $82 million.
In IPO shares in online auctions." These no-action letters were necessary because in an online auction, both the bidders and the issuer would need to be bound to the submitted bids before the price of the shares was set by the auction mechanism; in a registered offering under the Securities Act, no offers to purchase or sell may be made or accepted until the registration statement, including the set price, is declared effective." In an online auction, technology would, in effect, disintermediate IPOs, shifting both pricing and allocation power from underwriters to the issuer. Not only would issuers be able to sell their shares at a higher price, but the process would be democratized. Retail investors would be able to purchase at the market price," not at a bandwagon price created by underpricing. By January 2000, "about a dozen" investment firms had created online systems to distribute IPOs and thirty-eight percent of all IPOs in the last half of 1999 had an online component combined with a traditional bookbuilding IPO. 9 Three full-fledged online IPOs were also conducted in 1999. 6 Even so, the second half of 2000 signaled a cooling of the IPO market. The general reluctance of Wall Street to embrace the online IPO, combined with the decline of the U.S. economy, did not encourage the fledgling online IPO industry. Only one investment bank commercialized and maintained an online IPO auction platform: W.R. Hambrecht + Co. 57. The Wit Capital letters described various ways to fine-tune the online auction, including giving bidders a range of prices approved by the SEC, then accepting conditional bids within that range. If not enough customers bid for shares at even the minimum price then the minimum price would be the share price and the issuer would sell all the shares to the underwriter at the price under a firm commitment underwriting. If bids at the share price exceeded the number of shares available, the issuer would allocate the shares to the bidders based strictly on the highest price bid by the bidder and the time of the bid. See Wit Capital, 2000 Letter, supra note 56, at *7-9. The 1999 Wit Capital Letter reserved the right of the issuer to require the underwriter to set aside "a specified number of shares in an offering for certain categories of employees or customers of the issuer or other person with an affinity relationship with the issuer." See Wit Capital, 1999 Letter, supra note 56, at *12.
58. Though very few companies have chosen the online auction route to IPO," the auction mechanism has been successful in reducing the underpricing phenomenon of the average bookbuilding IPO. Some commentators point to the average first-day pop of all twenty-three auction IPOs and conclude that the auction does not significantly reduce underpricing. ' This set of issuers, however, contains one outlier IPO, Andover.net, which had a 252.08% first-day share price increase in 1999.6 Omitting that observation yields an average first-day increase among auction IPOs of .725%.7 If the Google auction, which was run by Morgan Stanley, is omitted, the average first-day pop is -. 01%.6 The median first-day pop of all twenty-three auctions is .333%.69 If the goal of the online auction is to 
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reduce the first-day share price increase to zero, then, on average, the IPO auction is well-suited to that goal. 70
C. The Death of the Online Auction IPO
Other than the Truett-Hurst IPO in 2013, Hambrecht + Co. has not hosted an online auction IPO since 2008. In other words, no issuer that is not owned by William Hambrecht has chosen an online auction IPO in over five years, compared to over three hundred thirty bookbuilding IPOs during that same period." The one IPO that might have been a turning point for the auction process was Google. The Google IPO, however, was fraught with legal and technical problems, and ended up being fairly bad publicity for the auction method.
72
The conventional wisdom is that IPO auctions are challenging because an issuer has to forego a Wall Street investment bank" and the analysts and institutional investors that come with it.
74 If IPO shares are "sold, not bought," then an auction IPO loses out on the selling efforts of the brand name investment bank.
7 1 Venture-capital backed firms in particular tend to want to stick to cultivated relationships with investment banks." Besides path dependence, issuers may realize that the value add- 
76.
See Nocera, supra note 61, at 12 (describing situations in which Hambrecht would make a pitch for the auction IPO to "an independent-minded chief executive who found the egalitarian nature of the auction appealing" only to have the venture capital investors choose a Wall Street financial firm to run the IPO instead).
ed by the investment bank more than compensates for the underpricing of the bookbuilding method.
Of the issuers that have tried the online IPO method, the long term share value results are mixed. With only twenty-two or twenty-three issuers in the cohort, making generalizations about returns is difficult. However, of the six issuers that chose an auction IPO following the 2004 Google IPO, none of those issuers currently trade above or even near their IPO price, if they trade at all. 77 Many others have delisted or filed for bankruptcy. Another piece of evidence that might show a backlash from established Wall Street demand networks would be analyst coverage. For a public company, lack of analyst coverage can artificially depress the price of a stock.
7 1 In keeping with a hypothesis that auction IPO firms would have low analyst coverage, of the twelve firms that have not been acquired or declared bankruptcy, three have no analyst coverage, 7 9 two have just one analyst each covering its stock,' and one issuer has two analysts covering its stock." Three high performers have robust analyst coverage. (finding after five years that the average negative return of an IPO issuer with analyst coverage was-8.07%, compared with an average negative return of -52.95% for an IPO issuer without analyst coverage); see generally Simona Mola et al., Is There Life After the Complete Loss of Analyst Coverage?, 88 Accr. REV. 667 (2013) (finding that companies without analyst coverage for a year were much more likely to delist than similar firms due to the name recognition benefit of analyst coverage).
79. The vast majority of these crowdfunding projects seek altruistic or artistic funding, but many sites, such as Kickstarter, feature entrepreneurs with projects that have commercial promise." To encourage backers of projects that either are truly charitable or may not be profitable for a long time or ever, artists or entrepreneurs may offer products or rewards," but anything more is legally problematic. Generally, five categories have emerged: (1) donor crowdfunding, (2) reward crowdfunding, (3) prepurchase crowdfunding, (4) non-interest-bearing loan crowdfunding, and (5) return crowdfunding. 5 As the names suggest, donor crowdfunding involves backers pledging money without receiving anything in return. Donors in reward crowdfunding receive public radio-type "rewards" that increase in attractiveness at higher levels of giving. 87 In prepurchase crowdfunding, entrepreneurs promise delivery of a finished commercial product, financed through the project offering, either for free or at a discount;" however, this promise of an early delivery seems to be (reporting that after the Sundance Film Festival, Braff sold the distribution rights to his movie to Focus Features for $2.75 million, but many crowdfunders had yet to receive their promised rewards). Actor James Franco criticized Braff for using Kickstarter to fund a movie, the proceeds of which would go to Braff. Margaret Eby, James Franco Slams Zach Braffs Kickstarter Campaign, N.Y. DAILY NEws (July 2, 2013, 4:08 PM), http://www.nydailynews.comlentertainment/tv-movies/james-franco-slams-zach-braffkickstarter-campaign-article-1.1388496. 84 . Most sites encourage the offering of some type of "reward," "perk," or "the Goods." See How It Works, STARTSOMEGOOD, https://startsomegood.com/HowltWorks#StepOneC (last visited Oct. 20, 2014) ("Rewards offer a way to show gratitude to your supporters and allow them to form a stronger connection with your cause. They're a tangible reminder to your supporters of the part they played in getting your project off the ground. The more directly relevant they are to the impact you'll make, the more connected supporters will feel towards your cause. The best rewards are unique, relevant and desirable."). 
C.
88.
The most famous prepurchase crowdfunding story is the Pebble watch, a product of Pebble Technology. Eric Migicovsky, the founder, had trouble getting funding, even though he participated in Y Combinator, a popular Silicon Valley accelerator. His Kickstarter project set a target of $100,000 to produce a smartwatch, and within a month he raised $10 million from 69,000 backers. See Jason Fell, unenforceable or at least conditional upon the project being operationally successful." Finally, Kiva is the most well-known example of lenders loaning small amounts of money with an expectation of having the principal loan amount returned, but not with interest. ' These first four types of crowdfunding are examples of patron funding: project supporters, whether they consider themselves donors or funders or backers, are giving the project owners either the permanent or temporary free use of their capital for very little in return. If the project owner has created its rewards or prepurchases strategically, the funds received will dwarf the cost of the token awards, however creative or interesting." Patrons choose projects that they believe are important, inspiring, or even urgent. Patron crowdfunding has flourished for many reasons, not the least of which is that donations, gifts, and prepurchase are unregulated beyond basic laws of fraud and deception. If patrons want to give money, then laws are unnecessary to give them much more protection than that they were not duped into giving.
Projects or enterprises" that promise funders a return on their investment face a much different legal landscape. Crowdfunding in which the funder anticipates the possibility of a return, or investor crowdfunding, creates many more problems for both the portal and the parties.
A. Investor Crowdfunding
Both equity crowdfunding and debt crowdfunding with an expectation of interest offer a return on a backer's investment above and beyond a thank you card or DVD, but these types of platforms involve significant legal issues. The Securities Act and the Exchange Act, as well as state securities laws, regulate financial products that are deemed to be "securities." Section 2(a)(1) of the Securities Act defines this term as including various types of investments, including notes, stock, bonds, debentures, puts, calls, straddles, options and a catch-all category of "in- vestment contract." 3 Types of financial products that are not specifically listed or exempted will be considered "investment contracts" and thus "securities" if they meet the test devised in SEC v. WJ. Howey Co.9 Under this test, contracts such as certain partnership interests, 5 limited liability company interests," and condominiums" may be securities if participants invest "money in a common enterprise and [are] led to expect profits solely from the efforts of a promoter or a third party." 8 The sale of equity participation by project owners to crowdfunders will fail the Howey test.
Debt crowdfunding fares no better; courts have developed a separate test, the Reves test," to determine whether a note, which is listed within the Section 2(a)(1) definition of a security, might nevertheless rebut that presumption and be exempt." Notes that bear a "family resemblance" to any of those listed by the Reves court will be considered not to be securities. 01 The listed notes are exempted based on the purpose of the borrower in entering into the obligation, the plan of distribution, the reasonable expectation of the investing public, and whether an alternative regulatory scheme exists to reduce the risk of the instrument:'m
The note delivered in consumer financing, the note secured by a mortgage on a home, the short-term note secured by a lien on a small business or some of its assets, the note evidencing a "character" loan to a bank customer, short-term notes secured by an assignment of accounts receivable, or a note that simply formalizes an open-account debt incurred in the ordinary course of business (par- 94. 328 U.S. 293, 298-301 (1946). 95. Generally, general partnership interests are presumed not to be investment contracts, but limited partnerships are, given that GP interests are usually active in nature, though LP interests are passive. See SEC v. Merchant Capital, LLC, 483 F.3d 747, 755 (11th Cir. 2007) (holding that partnership interests described as general partnership interests in limited liability partnerships were nevertheless securities because the "general partners" had little or no management control in fact and were too inexperienced and unknowledgeable to exercise that control). ticularly if, as in the case of a customer of a broker, it is collateralized)." The issuance of a note by a project owner to an investor crowdfunder, with an obligation to pay interest on borrowed funds, will in all likelihood fail the Reves test.'
Limited liability company interests may constitute investment contracts under the
Debt Crowdfunding
Debt crowdfunding is a way to combine the power of the Internet to join individual lenders with the growing trend of microlending. For many years, microfinance, particularly the making of microloans to small business owners in developing nations, has been believed to be a powerful force in alleviating poverty among "the poorest of the poor." 10 Correcting a market failure that results in the very poor not having access to credit, microfinance promises to "disrupt" the status quo and transform on a global scale." As an alternative to direct philanthropic and governmental aid to developing countries, delivering business microcredit'" and other banking services to the poor in those nations has been seen as a way to empower and equip microentrepreneurs to increase their financial stability. Supporters as diverse as Bono"o and the Bill and Melinda Gates Foundation" have testified as to the vast, unharnessed potential of microfinance.
Kiva has been a very successful model for combining patron crowdfunding and microfinance, enabling individual would-be lenders in developed economies to invest in individual entrepreneurs in developing economies. Kiva's model of patron crowdfunding does not promise the patron lender any interest on the microloan upon repayment-only the PYRAMiD 3 (2009) . The "poorest segment of humanity" is often used to describe the one billion people who exist on no more than $1 a day. Id. An additional billion people exist on more than $1 a day, but less than $2.
See BEATRIZ ARMENDARIz & JONATHAN MORDUCH, THE ECONOMICS OF MICROFINANCE
2 (2d ed. 2010) ("For many observers, microfinance is nothing short of a revolution or a paradigm shift.").
107. In this Article, the term "microcredit" is used interchangeably with "microloan" to describe a small-scale loan. repayment of principal. Kiva encourages patron lenders to reinvest that principal in a subsequent loan to another entrepreneur, edging the model closer to a donation model.no Early in Kiva's history, some commenters wondered if Kiva was issuing securities, but the loans in Kiva's model were arguably not securities for at least two reasons: first, investors were not putting money at risk with an expectation of return under the Howey test; and second, a peer-to-peer ("P2P") loan does not seem like a security under the "family resemblance" test or the four principles behind the "family resemblance" list."' The second argument came under fire when users learned that specific loans were not being made to individual borrowers but to investment funds in that borrower's community. 112 However, the first argument prevailed.
The first argument, that Kiva lenders were not expecting a return, evaporates when a P2P lending model promises the lender interest on the loan. A loan from a Kiva fund to the microborrower probably is not a security under the Reves test for the same reason that bank character loans or mortgages are not. Particularly if that loan is made by a lending institution under an alternative regulatory scheme, the microborrower is hardly going to be deemed an issuer of securities. The note that crowdfunders receive from the intermediary, however, probably is a security if the crowdfunder expects a profit.
Though the term "microfinance" conjures up visions of rural microborrowers in subsistence economies, many have tried to transplant the idea in developed economies such as the United States. Prosper and Lending Club are two P2P lending sites that claim to connect returnseeking investors with worthy loan applicants.
11 3 Prosper crowdlenders receive "Borrower Payment Dependent Notes" from Prosper, and borrowing members receive loans from WebBank, each time a crowdlender chooses to fund a particular borrower.1 14 Interest rates, depending on the rating of the borrower, range from "AA" to "HR.""' Lending Club in- Oct. 20, 2014) ("By allowing our members to directly invest in and borrow from each other, we avoid the cost and complexity of the banking system and pass the savings on to you. Both sides can win: better rates to borrowers and better returns to investors. It's that simple."). vestors commit to purchasing "Prime Consumer Notes" in the amount of $25 or more, with the proceeds to be used to fund a member loan with a rating of between "Al" and "G5," with riskier member loans promising higher interest rates."' The loans to the borrowers are also originated by WebBank, and the Prime Consumer Notes are issued by Lending Club."' Both the Prosper notes and the Lending Club notes are not guaranteed and are contingent on the borrower repaying the underlying loan, with Prosper and Lending Club generally not bearing the risk of repayment."' Both of these sites have had to become regulated by the SEC in order to legally continue their lending programs," 9 and each registers the notes it issues with the SEC.1 20 The regulatory scrutiny applied to these enterprises has surely slowed the advance of microlending, particularly crowdfunded microlending, in the United States."' The Peer-to-Peer Finance Association of the United Kingdom, on the other hand, lists nine platforms for U.K. borrowers and lenders. 
Equity Crowdfunding
The offer and sale of stock or shares in a corporation clearly involves the offer and sale of securities under the plain language of Section 2(a)(1). Likewise, the offer or sale of an investment interest in a limited partnership, limited liability company, or even unincorporated project may be a security under the Howey definition of "investment contract." Like debt crowdfunding, equity crowdfunding, the sale of participatory Though an IPO is the regulated venue for raising equity capital through offerings to the public, SEC regulations provide various avenues for privately placing securities with investors in nonpublic offerings.' Very few crowdfunding projects to date have exceeded even the $1 million limit of Rule 504, suggesting that any of the Regulation D exemptions may be available for crowdfunders. However, each rule has limitations that preclude use by crowdfunded projects.'" In particular, until very recently, one of the hallmarks and requirements of these safe harbors is that the offering may not be a "general solicitation" to the public.1 2 9 Crowdfunding via an Internet website walks a strange path between regulated public offerings and exempt private placements; crowdfunding generally seeks to attract small amounts of capital, as in a private placement, but in a very public offering from large numbers of investors. In addition, Rules 505 and 506 limit the number of "unaccredited" investors that may participate in the offering.'" Because general solicitation of investments necessarily involves hundreds if not thousands of investors, many of whom would not qualify as accredited investors, a crowdfunding offering by its very nature does not qualify as an exempt private placement under any exemption."' Interestingly, one of the more difficult exemptions for startup companies to satisfy in a traditional private placement may prove to be the only exemption suitable for pre-JOBS Act crowdfunding. Section 3(a)(11)' 32 exempts intrastate offerings of any size, as long as all offerees and purchasers are residents of the same state, and the issuer is both incorporated and headquartered in that state. Several states have passed or are considering intrastate crowdfunding regulations ahead of final regulations for federal crowdfunding, making crowdfunding efforts that meet the requirements of intrastate offerings exempt from both state and federal regulation.1 33 As studies have shown that much of crowdfunding is used for local projects, smaller businesses may do well to launch strictly local offerings to those in their community, who may get a larger sense of civic pride in participating. Section 3(a)(11), however, restricts "offerees" to residents, so portals have to exact detailed information from browsing would-be crowdfunders before letting them view detailed projects. whose individual net worth, or joint net worth with that person's spouse, exceeds $1 million, excluding the value of the person's primary residence" (the "net worth test"); or "(2) who had an individual income in excess of $200,000 in each of the two most recent years, or joint income with that person's spouse in excess of $300,000 in each of those years, and has a reasonable expectation of reaching the same income level in the current year" (the "income test")." Many critics urged Congress or the SEC to increase these tests as part of the Dodd-Frank Act due to the tests not having been amended in decades and not being indexed for inflation. The only change that was made, however, was to exclude the value of a person's primary residence from the calculation of net worth. Professor Joan Heminway has aptly analogized equity crowdfunding to file sharing in the music industry."' Like file sharing, equity crowdfunding is almost impossible to do legally, but too easy not to do.', As crowdfunding publicity grew, however, so did the watchful eyes of regulators, and websites dedicated to matching for-profit entrepreneurs with equity investors went dark.' One particularly promising site, ProFounder, argued that its site fell under the nonpublic offering exemption of Section 4(2) because only those investors invited by project founders could access the site."' Unfortunately, California regulators avoided this argument by issuing a Cease and Desist Order based on the fact that the portal was not registered as a broker-dealer with the State of California.1 3 9
Debt crowdfunding sites were able to withstand regulation by having the site itself register with the SEC and issue notes to crowdlenders, with repayment conditional on the borrowers repaying particular loans. The preapproved borrowers have a contractual obligation to pay a fixed rate of interest, limiting the amount of risk the site bears. To create legal equity crowdfunding, only three avenues were available prior to the JOBS Act. First, each crowdfunding project could register the offered shares, incurring a cost that could far exceed the benefits of the offering. Second, equity crowdfunding sites could register shares with the SEC sent me an email with the following language: "As soon as we're set up in your state, you'll be among the very first to know." Id. However, I was allowed to view projects and "follow" those I was interested in. Id. Text on the page listing potential projects warned me: "Information on this page is not an offer or a solicitation to sell or purchase securities. Clicking 'Follow' expresses a desire to learn more about a particular real estate project, developed by a third party independent to us. Statements on this page are for informational purposes only." Id. and offer those shares to crowdfunders. Then, the site could be the sole accredited investor in each funded project, falling squarely within any private placement safe harbor. Each site, though, would also need to register with the SEC as an investment company regulated under the Investment Company Act, adding an additional layer of expense. Unlike debt crowdfunding sites, the equity crowdfunding sites would take on a significant amount of investment risk as well. Third, a crowdfunding site could purport to merely match accredited investors with worthy projects, walking the line between "online" and "nonpublic.""a Equity crowdfunding websites in other countries, however, have flourished.
See
1
With the passage of the JOBS Act in April 2012, the illegality of existing and past efforts to create equity crowdfunding portals in the United States became clear.1 4 2 Title III of the JOBS Act, however, created an exemption for equity (and debt) crowdfunding, though the provisions of new Section 4(6) of the Securities Act could more accurately be described as regulation than exemption.
V. LEGAL EQUITY CROWDFUNDING UNDER THE JOBS AcT
As the crowd awaited the new exemption, commentators disagreed on whether an exemption was long overdue or ill-conceived populism. Prior to the passage of the CROWDFUND Act, scholars worried that exempting capital raising by and among strangers over the Internet would open the floodgates to fraud.'
43 If the securities laws were meant to protect investors, then surely they were meant to protect the amateur in- [Vol. 2015vestor clicking on projects created by unknown strangers.'" Retail investors, particularly unaccredited investors, are generally not invited to participate in private placements,' 45 and, in fact, Rules 505 and 506 create huge incentives for issuers to sell only to accredited investors.'6 Any type of investor may purchase registered securities, even IPO securities, but investors are thought to be protected by required disclosures of information and gatekeepers such as underwriters, law firms, and public accounting firms.
147 Securities regulation balances a tension between easy capital formation and investor protection, but a liberal crowdfunding exemption might tilt the investing landscape too much in the direction of entrepreneurs, honest, dishonest, or even fake, looking to raise capital. The resulting CROWDFUND Act, however, seemed to be a compromise that made no one happy.
A. The CROWDFUND Act
The CROWDFUND Act amends the Securities Act to add Section 4(6) and Section 4A. Section 4(6) provides that transactions involving the offer or sale of securities by an issuer will be exempt if they are sold through a broker' 49 preceding the date of such transaction, is not more than $1,000,000;'0o The aggregate amount sold to any investor"' by an issuer, including any amount sold in reliance on the exemption provided under this paragraph during the twelve-month period preceding the date of such transaction, does not exceedo The greater of $2000 or five percent of the annual income or net worth of such investor, as applicable, if either the annual income or the net worth of the investor is less than $100,000; and o Ten percent of the annual income or net worth1 2 of such investor, as applicable, not to exceed a maximum aggregate amount sold of $100,000, if either the annual income or net worth of the investor is equal to or more than $100,000."' As stated in Section 4(6), the offering must take place through an intermediary that complies with Section 4A(a), which requires registration with the Financial Industry Regulatory Authority ("FINRA"). In addition, the intermediary must ensure that each investor has passed a nonspecific financial literacy test, must "take measures to reduce the risk of fraud" and "ensure that all offering proceeds are only provided to the issuer when the aggregate capital raised from all investors is equal to or greater than a target offering amount," in addition to other requirements.m" Section 4A(c) also provides for liability for material misstatements and omissions for intermediaries as a "person who offers or sells the security." 152. Many comments were submitted to the SEC about this statutory ambiguity. See Proposed Regulation Crowdfunding, supra note 14, at 66,433-34. Though the preceding provision had a "greater of" provision that applied to annual income or net worth, that language does not appear in subsection (b). In the regulations, the SEC proposes using a "greater of" calculation. 2) and Section 17 of the Securities Act for exempted transactions. In the summary, the SEC appears to be giving intermediaries a due diligence defense, but that assumes that the intermediaries will undertake underwriter-like due diligence:
Though the requirement of having a registered portal that may be subject to liability seems burdensome, the disclosure requirements on crowdfunding issuers may be even more onerous."' Section 4A(b) sets out details for the substances of disclosures that the issuers must make to prospective investors.
15 In addition to a description of financial condition and the securities for sale, for target offering amounts of up to $100,000, the issuer must provide one year of income tax returns and certified financial statements.
15
For target offering amounts of up to $500,000, the issuer must provide financial statements reviewed by an independent public accountant.
5 9 Finally, for target offering amounts of more than $500,000, the issuer must provide audited financial statements.'10 The statute also provides for annual disclosures "as the Commission shall, by rule, determine appropriate."' 6 ' Additionally, crowdfunding issuers must "not advertise the terms of the offering, except for notices which direct investors to the funding portal or broker." 6 2 Finally, though not part of the CROWDFUND Act, the JOBS Act amended Section 12(g)(1) of the Securities Act to allow issuers to remain "nonreporting" as long as their shares are held by less than 2000 shareholders, up from 500.163 More importantly, crowdfunding investors are not included in that number.*6
On the basis of this definition, it appears likely that intermediaries, including funding portals, would be considered issuers for purposes of this liability provision. We believe that steps intermediaries could take in exercising reasonable care in light of this liability provision would include establishing policies and procedures that are reasonably designed to achieve compliance with the requirements of Regulation Crowdfunding, and that include the intermediary conducting a review of the issuer's offering documents before posting them to the platform to evaluate whether they contain materially false or misleading information. See Proposed Regulation Crowdfunding, supra note 14, at 66,499.
156. Some commentators urged Congress to provide investor protection through issuer disclosure; others suggested that intermediaries might be able to bear the burden of increased regulation. Unfortunately, Congress seemed to agree with both ideas. See Hazen, supra note 143, at 1750-55 (detailing earlier versions of the crowdfunding provisions and analyzing how arguments for meaningful disclosure were paramount in the resulting form); see also Steven Bradford, Earl Dunlap Distinguished Professor of Law, University of Nebraska College of Law) ("To the extent that additional regulation is required, it should be centered on crowdfunding intermediaries-brokers and funding portals-rather than on the entrepreneurs raising funds.").
See 15 U.S.C. § 77d-1(b) (2012).
See id. § 77d-1(b)(D)(i). 159. See id. § 77d-1(b)(D)(ii).
See id. § 77d-1(b)(D)(iii).
See id. § 77d-1(b)(4).
162. See id. § 77a. Presently, many project founders with Kickstarter campaigns advertise on local radio, newspapers, social media and more. These advertisements now will have to meet the requirements of Section 4A. Id. (providing data that does not seem to support the argument that companies were being pushed to IPO because they were bumping against the five hundred shareholder limit).
See
See Rodrigues, supra note 164.
Many commentators who were hoping for an exemption that would provide a cheap and easy path to crowdfundingl 6 5 bemoaned the cost of disclosure, particularly ongoing disclosure, as well as other costly requirements. Mapping on audited financial statement requirements to the quirky and creative projects touted on websites by brand-new entrepreneurs without a corporate form did not seem to be a good fit. Section 4(6) was a bucket of cold water on fantasies of a brave new world of crowdfunding. As one industry participant has noted, the CROWDFUND Act creates a world for "Merrill Minus" offerings, not "Kickstarter Plus" offerings. 1 " Though the requirements were clearly less onerous and cheaper than a full-blown IPO, they were much more complex and costly than imagined. The statute did leave some of the details to the SEC to flesh out in regulations; however, the SEC could only tighten the detailed statute with more requirements, not fewer.
B. Regulation Crowdfunding
The SEC voted to release proposed" 7 regulations interpreting Sections 4(6) and 4A on October 23, 2013, almost two years overdue. Because Congress made the CROWDFUND Act so detailed, the SEC had very little leeway to subtract, and not much to add, to flesh out the new provisions in the Securities Act.' 8 As expected, the regulations did little to alleviate the restrictions of the CROWDFUND Act,'1 69 though the
See
Thompson & Langevoort, supra note 150, at 1604 (stating that proponents of crowdfunding "had wanted a nearly regulation-free zone wherein startups and other early stage issuers could at little cost use the Internet, either directly or through funding portals, to display their business plan and seek out small investors who share their entrepreneurial dream, however risky it might be"). 168. Compare the detailed provisions of the JOBS Act to the Dodd-Frank Act, wherein Congress required the SEC to promulgate rules on ninety topics, some with little guidance. For example, Section 971 of the Dodd-Frank Act amended Section 14(a) of the Exchange Act to allow the SEC to issue rules requiring shareholder proxy access:
The rules and regulations prescribed by the Commission under paragraph (1) may include-(A) a requirement that a solicitation of proxy, consent, or authorization by (or on behalf of) an issuer include a nominee submitted by a shareholder to serve on the board of directors of the issuer; and (B) a requirement that an issuer follow a certain procedure in relation to a solicitation described in subparagraph (A). The criticized restrictions were left in place, including the aggregate cap of $1 million, the disclosure requirements,'1 7 2 and the portal registration requirements. The SEC did ask for comments on whether the $500,000 trigger for audited financial statements should be increased 73 and whether the $1 million cap should be net of fees.
74
The regulations did, however, attempt to alleviate some of the restrictiveness of Section 4(6) by proposing that offerings under 4(6) would not be aggregated or integrated with other exempt offerings,"' meaning that an issuer could offer crowdfunded securities within twelve months of offering securities in a separate private placement.' For example, an issuer could raise up to $5 million in a Rule 505 offering and up to $1 million in a 4(6) offering by crowdfunding within the same year or even simultaneously. Of course, if the rationale behind crowdfunding is that small businesses avoid even Regulation D private placements because of tations of the statutory language regarding integration and the currentness of financial disclosures required). 172. The proposed regulations do, however, allow issuers to use "financial statements for the fiscal year prior to the issuer's most recently completed fiscal year." See Proposed Regulation Crowdfunding, supra note 14, at 66,554 (Instruction 8). This has led Prof. Bullard to warn of harmful effects from the use of "stale" disclosures. See Bullard Testimony, supra note 170. Most commentators, however, worry that crowdfunding startups will not have "stale" or "fresh" financial statements, but will have to incur substantial cost to prepare them. 
See, e.g., Oversight of the JOBS
173.
See Securities Act of 1933, 15 U.S.C. § 77a (2012) (requiring audited financial statements for target offering amounts of more than $500,000 "or such other amount as the Commission may establish, by rule"). But see Bullard Testimony, supra note 170 (criticizing the SEC for interpreting subsection (iii) to allow the SEC only to increase, but not decrease that trigger).
174. See Proposed Regulation Crowdfunding, supra note 14, at 66,432. ("Should we propose that the $1 million limit be net of fees charged by the intermediary to host the offering on the intermediary's platform? Why or why not? If so, are there other fees that we should allow issuers to exclude when determining the amount to be raised and whether the issuer has reached the $1 million limit?").
175. See id. at 66,430-32. 176. Rule 502 requires "integration" of all sales that "are part of the same Regulation D offering" that are made less than six months before the start of a Regulation D offering or are made less than six months after completion of that offering. 17 C.F.R. 230.502(a) (2014). Therefore, for example, an issuer could not purport to host a separate Rule 505 offering in February and then a Rule 504 offering in July unless the two offerings combined comported with the rules of each and did not exceed the $1 million offering cap in Rule 504. Id. If Section 4(6) offerings were integrated with Regulation D offerings in the same twelve month period, then any crowdfunded offering would be aggregated with those offerings and would have to meet the requirements of each of them. Id.
the cost and complexity, one wonders why a crowdfunding issuer would do both instead of just the Regulation D placement. That being said, one of the unintended consequences of that proposal, however, may be to allow general solicitation for a crowdfunding campaign offered simultaneously with a Rule 506 offering, described below.
7
C. The JOBS Act Enhances Other Capital-Raising Avenues
The CROWDFUND Act was not a stand-alone piece of final legislation. Earlier bills proposed to legalize crowdfunding were the building blocks of the crowdfunding provisions in the larger JOBS Act, 7 which was a push by various constituencies to encourage more IPOs, particularly IPOs among smaller issuers. The much-lauded rationale of the JOBS Act, particularly the provisions liberalizing rules to encourage smaller businesses to conduct IPOs, was to increase job creation. 9
The IPO On-Ramp
To that end, the JOBS Act attempts to make the IPO process easier for smaller companies and to expand the usefulness of certain kinds of private placements. One of the major amendments to the IPO process was the creation of the much-discussed "on-ramp" for "emerging growth companies"("EGC"),'8 which allows companies with less than $1 billion in revenues to avoid some of the more onerous requirements of the IPO process' and its ongoing disclosure function for up to five years." To date, numerous companies have taken advantage of the ability to file registration documents confidentially"' and avoid certain disclosures; in fact, 183. § 77f(e). This section allows companies to file Form S-1 confidentially, with the document not being available on EDGAR. Id. Once the registration statement is declared effective, however, the documents are then publicly available. Id. This aspect of the IPO on-ramp allows companies to with-more companies have begun IPOs as EGCs than have not.'" The JOBS Act also increased the $5 million offering limitation to $50 million to make the rarely-used "mini-registration" process known as Regulation A more attractive.
85
Neither of those changes competes directly with crowdfunding's Section 4(6) or is inherently inconsistent. Though the IPO on-ramp definitely liberalizes the process, it merely offers a disclosure discount coupon to issuers who were probably going to launch an expensive IPO regardless. Regulation A also entails more registration cost and complexity than Section 4(6).
Rule 506 and General Solicitation
Raising capital through a Regulation D exemption would be the traditional, legal alternative to illegal investor crowdfunding. The largest benefit legal crowdfunding would have over a Regulation D private placement would be that, under Rule 502, no offering under any of the Regulation D exemptions, Rules 504, 505, or 506, may be conducted with "general solicitation" of offerees.16 6 Therefore, underwriters or brokers must offer these securities only to offerees who have a preexisting relationship with the offeror or the issuer. Specifically, a private placement could never involve soliciting investments from strangers over the Internet . 8 Title IP" of the JOBS Act, however, eliminated this restrictive limitation for Rule 506 private placements.
Effective September 23, 2013, offerings under Rule 506 may be conducted using general solicitation of any kind, as long as the issuer takes "reasonable steps" to ensure that all purchasers are accredited investors.
8 9 Not to overstate the importance of lifting this ban, but general solicitation for private placements could be a sea change for capital raising outside of the IPO." t ' Though the IPO is a "public offering," solicitation of prospective buyers prior to a registration statement being declared effective could not be called "general" or "public." All solicitation of prospective buyers must conform to the very detailed and limited rules draw from registration without the public dissecting its registration materials should problems arise involving either the registration process or selling efforts. of public offering registration: all "offers" must be accompanied by a written "prospectus""' that conforms to Section 10 of the '33 Act, and any "written communication" constitutes a "prospectus." 1 9 Furthermore, any "graphic communication," including an Internet website, constitutes a "written" communication. 93 Prior to filing a registration statement, the issuer and others must not advertise the upcoming offering or otherwise "condition the market."1 94 Even during a public offering, issuers have to be careful about any written information, including information on their websites that mentions the offering."' 9 Even with the IPO reforms of 2005, nonreporting issuers are severely limited in how they interact with the public during registration. Accordingly, much of the selling effort takes place orally, either by telephone or face-to-face during road shows. Now, in a Rule 506 offering, an issuer could theoretically raise just as much money as in an IPO, albeit from accredited investors, and advertise on billboards, Super Bowl commercials, the Internet, Twitter, Facebook, or an airplane banner."* Though the new Rule 506 may result in a decrease in IPOs,'" it surely will result in a decrease in interest in crowdfunding.1 9 8 While a publicly solicited Rule 506 offering may only involve accredited investors, the costs of such an offering may be substantially less for the issuer than a Section 4(6) crowdfunding campaign. The infrastructure waiting for crowdfunding, such as online platforms, can easily be used for accredited investor-only crowdfunding, without worries of violating the general solicitation ban. Or, a larger issuer could simultaneously launch a Rule 506 offering using general solicitation and a crowdfunding campaign, which will benefit from the free advertising. Unfortunately, this accredited investor-only crowdfunding future effectively eliminates one important promise of crowdfunding: the democratization of investing.
No.1]
PRICING DISINTERMEDIATION: CROWDFUNDING
VI. THE UNCERTAIN FUTURE OF INVESTOR CROWDFUNDING
Unlike the euphoria surrounding equity crowdfunding prior to the enactment of the JOBS Act, and now the SEC proposed rules, currently the outlook for equity crowdfunding looks doubtful. Earlier concerns relating to fraud still remain, but now proponents of crowdfunding despair over the costly restrictions imposed on equity crowdfunding and portals. In addition, with the lifting of the ban on general solicitation for Rule 506 private placements, issuers may engage in "accredited crowdfunding"'" without a registered portal, under that exemption and not Section 4(6).
A. Equity Crowdfunding Is Doomed Because Fraud Will Be Rampant
A nonzero percentage of projects on websites like Kickstarter never deliver rewards or products to backers, 2 0 generally for nonfraudulent reasons. were between one and thirty days late; 2.1% were over thirty days late; and 6.1% had defaulted).
203. See Bullard Testimony, supra note 170, at 24 ("Small business failures are not typically the result of fraud. They are business failures that result from incompetence and/or inexperience. This means that, no matter what disclosures are provided, sophistication tests are applied, or intermediary rules are adopted, about half of crowdfunding investments in crowdfunded startups may be a total loss.").
204. See Coffee Testimony, supra note 144 (detailing a scenario in which con artists could set up online solicitations for "phantom" projects).
statements about the business to attract funders. 205 There is good reason to think that phony crowdfunding solicitations on a legitimate internet portal will attract more investors than face-to-face solicitations. More importantly, "leaving town" with fools' money is easier when there is no town.
On the other hand, the public Internet face of crowdfunding leads some to believe that fraud will be ferreted about by the crowd and thus both caught and deterred.
2 06 The transparency and centralized nature of crowdfunding portals will make fraud harder rather than easier.
2 " According to congressional testimony, no fraud to date has been reported by Prosper or U.K. crowdlending sites. 208 Critics of crowdfunding were not comforted by the CROWDFUND Act or the proposed regulations because of the paucity of provisions aimed at combatting fraud. Section 4(6)(c) does, though, provide for liability for both issuers and the portal. Theoretically, the requirement that retail equity crowdfunding take place on a registered portal subject to liability will force the portal to take on a gatekeeping role similar to an underwriter in both private placements and IPOs.2" This additional burden on portals, which prior to the CROWDFUND Act seemed more like passive sites like eBay or Craigslist, leads to other, more negative predictions.
B. Equity Crowdfunding Is Doomed Because Section 4(6) Is Too Costly and Burdensome on Issuers and Portals
No one disagrees that the resulting crowdfunding exemption in Section 4(6) will be burdensome on both issuers and portals. available at http://www.ssrn.com/abstract=2234765 (arguing that irrational herding behavior will increase the chances for fraud in crowdfunding). 206. See Rowe Testimony, supra note 9, at 2 (comparing the review mechanism of eBay.com to the potential of crowdfunders to exchange information about fraudsters).
207. See RocketHub Testimony, supra note 171, at 2 ("Every securities market and/or offering has the potential for fraud, but crowdfunding structures help minimize that risk. Crowdfunding is highly transparent, and there is substantial feedback from other community participants. The crowd helps police players and keeps them honest. Portals provide a clear and central location for communication by potential investors to analyze and share their views on offerings. The web based structure also allows portals and regulators to provide risk disclosure and investor education. In addition, we expect portal operators will undertake a gatekeeping role in authenticating issuer identity and requiring minimum standards for issuers.").
See id.
209. Various commenters suggested that portals would be in the best position to vet crowdfunding issuers for fraud, though they may not have encouraged both registration and liability. See Rowe Testimony, supra note 9, at 3 (suggesting that portals compete for reputation in vetting enterprises but not be burdened with excessive liability); Lynn Testimony, supra note 142, at 4 (recommending that portals have some "stamp of approval" but not be overburdened with regulation so as to make running a portal uneconomic).
See
Thompson & Langevoort, supra note 150, at 1605-06 ("[T]his will not turn out to be particularly fertile ground for start-up capital-raising activity; the regulatory costs are likely to take too much of the small amounts of money that can be raised even if portals absorb some of the anticipated costs.").
sors will have to incorporate, create entity tax returns and financial statements, and have those financial statements audited if the target amount is greater than $500,000. 211 The economies of scale will not be there for most issuers.
2 1 2 In addition, portals will not be passive bulletin boards but will be required to do due diligence and face liability for fraudulent misstatements and omissions from crowdfunding issuers. To compensate for this type of liability, portals will have to charge crowdfunders higher fees for listing, increasing costs for issuers. Given the small size of the issues, issuers may not be willing to pay exorbitant listing fees. In addition, portals would necessarily have to limit the number of offerors. In 2012, 18,109 projects on Kickstarter were successful, suggesting approximately 36,000 projects were offered in that year alone. To do any type of due diligence, a site as large as Kickstarter would necessarily have a staff of hundreds.
In addition, portals are tasked with ensuring the investors do not exceed aggregate investing limits in a twelve-month period for all Section 4(6) offerings participated in by a single investor. In 2013, Kickstarter boasted that over three million individuals backed successful projects.
214
For a portal to be responsible for even minimum certification of over three million individuals a year, from 214 countries and territories, is almost inconceivable. 215 Though few alternatives exist to create economies of scale for issuers, established investment banks could create retail crowdfunding portals within their existing businesses. At first, investment banks explored creating online auction IPO platforms, but may have realized that offering that service would reduce demand for their more lucrative bookbuilding IPO services. Investment banks still might see crowdfunding as a way to establish relationships with promising issuers, who may later want private placement or IPO services. If seen this way, a crowdfunding portal might be a loss leader or might be somewhat subsidized by other financial services. This would hold true, though, only if the financial firms believed that promising young companies were launching retail equity crowdfunded offerings.
C. Equity Crowdfunding Is Doomed Because It Will Be a Market of Lemons
Perhaps because of the outsized costs, or the availability of other exemptions discussed below, commentators have suggested that promising companies may steer clear of crowdfunding.
21 6 Then, the landscape would be filled with companies that were not able to secure other earlystage funding. 217 The end result would be that crowdfunding would be a signal, whether true or not, 2 18 of poor quality. Though some high quality projects might choose to have a crowdfunding offering for various reasons, retail investors might be frightened away, unable to distinguish between good and bad offerings.
2 19 In addition, if there is fraud, or if there is a sense that fraud is prevalent, then even good offerings will be tainted by the possibility of fraud.
If the retail equity crowdfunding landscape does begin to resemble a market for lemons, then issuers could take steps to signal quality. Thirdparty certification might be one avenue, but such certification would be costly. For example, quality issuers might choose to provide audited financials regardless of target capital raise amounts.
22 0 Some have suggested that angel investors or VC firms might tell prospects to try a crowdfunding offering to "test the waters." 2 2 1 Perhaps those third parties could make a token investment or some other commitment so that crowdfunding issuers could present themselves as having funding from a brandname VC firm. later investors enjoying any profits from an exit event. Alternatively, venture finance companies will repurchase crowdfunded securities during a later round of financing, which may occur before those shares have appreciated.?
An assumption behind this argument is that equity crowdfunders are primarily interested in outsized returns. So, the argument goes, when crowdfunders are bought out by venture capital funds a year or two before a big IPO or acquisition, and they learn of the great returns that they missed, the crowd will abandon crowdfunding. Crowdfunders, however, may have different motivations than traditional angel investors and IPO investors. For example, many of the projects funded on Kickstarter have commercial value, such as books, documentaries, movies, and music. Funders understand that should these projects become blockbusters or bestsellers that they will receive merely what they were promised: a DVD, an advance copy, a liner note. This reality does not seem to slow down donor crowdfunding.
F. Retail Equity Crowdfunding Is Doomed Because the Financial Services Industry Will Avoid Crowdfunded Startups
In a perfect world, a crowdfunded offering would become part of the life cycle of a startup company: friends and family funding, crowdfunding, angel investing, venture capital investing, initial public offering. However, equity crowdfunding may not supplant venture capital investing for two of the same reasons that auction IPOs did not threaten the bookbuilding IPO.
First, just as underwriters add value to IPOs by creating demand for the offering among their demand networks, venture capital firms bring more than financial capital to founders. Venture capital firms bring managerial expertise, networks, and industry knowledge that the crowd may not be able to provide. Some debate exists as to what nonmonetary benefits can be extracted from the crowd. One theory is that equity crowdfunding markets could flourish as information markets, providing costly and important information to issuers. Particularly for projects that are consumer products, the crowd could be a very helpful test market. Retail investors are consumers and may have as a group as much or more market expertise than a VC firm. Crowdfunders who flock to a particular consumer product project are contributing information that they see the product as valuable and that they predict that others will also. Crowd- 234. See Angel Testimony, supra note 13, at 12 (explaining that the exit for the crowdfunder will be either another round of financing or an acquisition event).
funding issuers could find other ways to fine-tune that contribution to give feedback on price and other aspects of the product. 5 Another pro-crowdfunding theory is that crowdfunders act as evangelists in ways that a VC firm cannot. One thousand crowdfunders will be able to provide word of mouth advertising through social networks to more consumers than one VC firm.
A related criticism is that one powerful value that VC firms bring is selection ability. VC-funded firms are able to signal to the market at IPO that they have great potential due to the sorting expertise of VC firms. The accuracy of VC firms' selection ability, however, has been the subject of debate 2 3 6 and many academic studies. 2 37 The counterpoint to this argument is obvious: the crowd may be able to select promising projects with as much expertise, given VC firms' low success rate. As commentators point out, VCs are able to profit in the long term through diversification across many different investments. Crowdfunders are not able to do that given the aggregate limits under Section 4(6). 238 Second, equity crowdfunding may fail just as the online auction IPO failed because a crowdfunded issuer may find that a Section 4(6) offering forecloses other traditional avenues of early stage funding. One concern is that crowdfunding would carry a stigma and send a signal that the project could not successfully get funded elsewhere. In the auction IPO, traditional Wall Street players may shun auction issuers by financial firms not providing analyst coverage and by institutional investors not purchasing equity shares. These two actions can depress the issuer's stock and cause the issuer to lose value. If time proves that crowdfunded issuers are not able to tap into traditional sources of funding later, then crowdfunding will not prosper. First, issuers will not be able to scale up if they can only raise $1 million every twelve months in crowdfunding and not get larger infusions from private equity firms. Second, retail investors in forprofit companies eventually want a return on their investment, which traditionally comes through some sort of exit mechanism, either an acquisition by another firm or an IPO. 2 3 9 If the next few years do not have stories of crowdfunded issuers being acquired at a profit or launching IPOs, then investor demand for crowdfunding may dwindle. Finally, should accredited crowdfunding flourish under Rule 506, this success would not be a win for proponents of retail crowdfunding. One of the grand promises of equity crowdfunding was that it would democratize early stage investing. Accredited crowdfunding by definition does not accomplish that goal.
VII. EQUITY CROWDFUNDING FOR SOCIAL ENTERPRISE
Given the uncertainties about equity crowdfunding-cost, stigma, dilution, signaling-the benefits of crowdfunding for most for-profit companies seem small, if not negative. Yet, current crowdfunding trends could inform which types of companies will continue to flourish by raising funds on the Internet. Prior to the passage of the crowdfunding regulations, many commercial projects enjoyed the fruits of online crowdfunding even thought they could not legally offer equity participations in a for-profit enterprise with plenty of future growth. Currently, charitable, altruistic, and artistic crowdfunding dominates a large crowdfunding space, not would-be equity issuances. Of the tens of thousands of projects funded through portals in the United States today, most of them are projects that could be commercial but are prosocial ventures funded by mere donations. According to Kickstarter, projects with the highest success rates are "Dance," "Theater," and "Music." 2 40 In fact, these are the only projects with success rates over fifty percent. The next two are "Comics" and "Art." 2 4 1 By volume, the greatest number of successful projects are in the following categories: "Music," "Film & Video," "Art," "Publishing," and "Theater." 2 4 2 These projects are generally projects that could provide profits, though small profits on average, for the entrepreneur who sells the song, album, film, photograph, painting, book, or tickets to a live performance. Funders, though, are quite willing to give money without expectation of return or even a tax deduction. Funders are promised token gifts, which range from small units of the artists' work to acknowledgements to "eternal gratitude." 2 43 Funders seem to be attracted to these projects because of the social good that art, and even comics and video games, create for the world at large. Even though the creator is retaining the proceeds and profits, if any, funders seem inclined to invest, even without an expected return. are arguably commercial projects with limited prosocial aspects for which a large return may be available. Some funders may truly be interested in contributing only with a commitment to receive the product early in return, but they are definitely taking a risk that the product will not be produced at all. In the United States particularly, investors may merely be attracted by a great idea and may use small amounts of money as votes for supporting an environment conducive to both this great idea and more great ideas. Some of the entrepreneurs are not even the "little guy," but the idea of giving even known funders, like Zach Braff and James Franco, the freedom and creative space to work attracts money from the crowd. Moreover, Kiva backers fund six thousand loans a week, 2 4 7 without any expectation of interest as compensation for the use of that money and no recourse should the principal not be repaid. In fact, no-interest lenders do not receive a tax deduction on either the principal or the foregone interest.
2 " In addition, many of those lenders continually reloan principal that has been repaid.
2 "9 Since its launch in 2005, Kiva has funded over $1.3 million from funds loaned free from strangers who support the cause of microfinance. Given the appetite of funders for substantively attractive projects that offer little or no return, the crowdfunding winners following the passage of Section 4(2) seems to be in the niche of social enterprise: forprofit entities involved in prosocial projects. These low-profit projects with strong corporate missions could legally attract equity crowdfunding from the general public, who may not be concerned with high returns, ex-it strategies, or late round dilution. In addition, social entrepreneurs may not be concerned with attracting later rounds of funding from VC firms, where the prospect of mission drift looms large. 25 1 In fact, crowdfunding may create branding opportunities for prosocial ventures.
For for-profit corporations that attempt to serve a "double line," outside funding from private sources or the public at large threaten to erode an ethos inconsistent with maximizing shareholder value. Though many regulatory proposals have attempted to carve out space for social enterprise through corporate governance, corporate finance may offer more potential. New organizational forms such as the benefit corporation and low-profit limited liability companies seek to protect shareholders from the corporation that is tempted (perhaps by different shareholders) to drift away from its mission.25 Danger may be drawn from both concentrated owners, such as venture capital funds and angel investors, and the general public who are merely looking for a positive return. Crowdfunding may serve to insulate the corporation from shareholders who do not believe in the mission and are looking for either high returns or a liquid investment.
Finally, crowdfunding might be less of a stigma for a social enterprise, which might use its populist quality for branding purposes. In addition, social enterprise firms may not wish to have later rounds of funding and an eventual IPO, which might be forestalled by a crowdfunding offering.
Websites already exist to crowdfund nonprofit social entrepreneurship, like Razoo 2 53 and StartSomeGood25 4 and other sites are poised to launch equity crowdfunding in social enterprises, like Impact Trader. 255 Furthermore, though the increased liability and obligations imposed on portals by Section 4A may create disincentives for portals to be established and operate, not-for-profit portals could be created to support social entrepreneurship.
VIII. CONCLUSION
The CROWDFUND Act and its enabling regulation were anxiously awaited by a market eager to raise funds and invest in crowdfunded enterprises. As it turned out, the long overdue exemption for securities registration seems more likely to choke out quality equity crowdfunding than support it. Not only do the requirements of Section 4(6) burden issuers and portal intermediaries with costly disclosure and certification
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See generally PHIL VISCHER, ME, MYSELF AND BOB: A TRUE STORY ABOUT DREAMS, GOD, AND TALKING VEGETABLES (2006) (detailing the rise and fall of Big Idea Productions, and how the creator of Veggie Tales lost creative control of the faith-based company after accepting outside funding and the management changes that came with it, leading to the bankruptcy of that company). requirements, but it also subjects them to antifraud provisions of Section 12 and 17.256 Due to the possibility of fraud, the crowdfunding market may become a "market of lemons" for issuers unable to obtain other early-stage financing. In addition, liberalization of other registration exemptions will channel quality projects from "retail crowdfunding" under Section 4(6) to "accredited crowdfunding" under Rule 506 of Regulation D. Though crowdfunding has the promise of disintermediating earlystage financing and democratizing both access to capital and access to investment opportunities, a shift from retail crowdfunding to accredited crowdfunding will not fulfill that promise. Just as democratic online auction IPOs did not supplant traditional bookbuilding IPOs, crowdfunding may not survive a backlash from angel investors and VC firms.
See
Even so, social entrepreneurs may benefit from crowdfunding. Because low-profit social entrepreneurs really are looking for a Kickstarterplus offering, not a Merrill-minus offering, they can harness the willingness of the crowd to fund prosocial and artistic endeavors with little expectation of return or a tax deduction. This type of corporate finance revolution may prove more lasting than corporate governance experiments such as benefit corporations.
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